




1945 


1e by 
ment 

own 
ather 


ne of 
hat it 
mof | 
stion. 
Id be 
t the 
1 Re- 
-heme 
at the 


} 
| 
| 


f the | 
ninate 


high 
s that : 
parent 
sons, 
ederal 
ly re- 
would 
tional 
nment 
th its 
people =| 
ble to | 
ortant 
ualties 


ig and 
ion. It FF 
a free j 
| supe- | 
ke all 

Adam [> 
in the iF 
ugh to | 


‘Z 
‘nance ; 


ity 


i 


| 
| 
j 
i 
ia 
‘4 
L 
ft] 





| Ore 66725234 


VOLUME VI 
No. 2 


FEBRUARY 
1945 


THE TAX REVIEW 


es ox 
v Copyright, 1945, by Tax Foundation, New York, N. Y. 





oo 


POSTWAR BUDGETS AND TAXES 


‘TO one in this generation will see more than a slight 
decrease in federal tax rates and federal tax burdens.” 


Forecasts along this line have been made and are likely 
to be made more often, in and out of Washington, as the 
wart drags on wearily to its conclusion. The view would no 
doubt be described, by those who hold it, as a realistic 
appraisal of the fiscal outlook for the postwar generation. 
[n it there is implicit criticism of those postwar programs 
which hold out the prospect of substantial tax reduction. 


The key to the future of federal taxation is, of course, the 
federal expenditures. There is no necessity or compulsion 
confronting the country that foreordains any particular 
level of those expenditures after the war. If they are allowed 
to rise to a level that will require back-breaking taxes, this 
outcome will only result because the people, by and large, 
are so indifferent as to permit liberal expenditures and 
heavy taxes rather than to insist upon prudent spending and 
low or moderate taxes. 


With respect to the federal expenditures, there is only 
one item that is so definitely fixed as to be inflexible. This 
is the interest on the public debt. The amount of the debt 
at the end of the war is still unpredictable since the further 
duration of the war itself cannot now be forecast. But 
supposing that the debt should rise to a point somewhere 
above $300 billion and that the annual interest charge will 
then be $6-$7 billion, this interest requirement can be re- 
garded in either of two ways. It can stand as a warning and 
a caution that other federal expenditures should be kept 
within strict bounds, or it can become the basis of a pessi- 
mistic conclusion that a high total is inevitable simply 
because of such a heavy annual payment for interest. That 
is, the debt service cost can lead to the slogan “We must 
be vigilant,” or to the lament, “What's the use!” 


Aside from interest, there is no other item in the budget 
which is fixed and unchangeable. There are some services 
which must be performed, such as defense, the administra- 
tion of justice and the preservation of law and order. But 





even for these essential services the amount that shall be 
spent is subject to variation within a considerable range. 


Such being the case, it becomes of interest to make some 
guesses about the budget in order to see what is involved 
if the total is to rise to a level which will mean compara- 
tively little tax relief. For this purpose some hypothetical 
budgets will be suggested.1 The first assumption is that the 
total federal expenditure will be $15 billion as follows: 


A Hypothetical $15 Billion Federal Budget 





Purposes Amount in Billions 
Interest on the public debt ............0...c.cssssees: $ 6.5 
The defense establishment................:::s+:sssereeees 3.3 
TIE II is cisiinssecncnennnatancncsrivininnaina 1.5 
Welface: genete) 00 GMCS q.....20-c.seescscresecessereseses 0.5 
Independent offices and agencies ...........:::.:00+ 1.0 
Civil departments and miscellaneous .............. 1.0 

) _____ ERR ND Fae a OE NC EO $14.0 
Available for debt reduction or other purposes 1.0 
nite nicnishecn nian naiaalvapennereiiigl $15.0 


The amounts set down here are assumptions, not predic- 
tions. Nevertheless, they are not wholly wild guesses, for 
they have been arrived at by consideration of certain per- 
tinent data. They are therefore within the possible, if not 
the probable. 


For example, the cost of the postwar defense establish- 
ment cannot be accurately projected, for the ultimate size 
of the armed forces has not yet been determined by law, 
nor has a policy been developed with respect to its disposi- 
tion at home and abroad. For the fiscal year 1944 the war 
activities, exclusive of lend-lease costs, involved expendi- 
tures of $75.4 billion, or an average of about $7,000 per 
man in the armed forces. Assuming that the cost per man 
in training and in garrison duty will be half as much as the 


1. These hypothetical budgets are exclusive of social security payments ex- 
cept such as may be made as disbursements from the General Fund of 
the Treasury. 
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cost per man under active combat conditions, the total re- 
quired to maintain a personnel of 1,000,000 would be 
$3.5 billion. And that would be quite a sizable army for 
keeping the peace in a period in which the aggressor nations 
are supposed to have been deprived of all capacity ever to 
become aggressivé “again. ’ 

The cost of veteransiecare should be distinguished from 
that of the schemes for their rehabilitation and re-induction 
into civilian life. The latter type of cost will be high for a 
time but it should not endure for long. The boys whose 
educational career was interrupted will not stay in school 
or college very long even if their bills are being paid. Some 
will not want to resume their studies at all. Those who are 
to start in business, with the help of’a loan, will not re- 
quire, or at any rate should not get, an indefinite series of 
such loans to keep afloat. For the long pull, the cost of 
veterans’ care that really needs to be set up in the postwar 
federal budget program is that for the sick, the disabled 
and their dependents. On the basis of previous experience 
with costs of this type, the amount required may not ex- 
ceed $1 billion at first, but it will probably rise to as much 
as $2 billion within a decade. An annual average figure of 
$1.5 billion is suggested. It should also be said that if there 
are to be occasional large payments such as the adjusted 
compensation settlement of 1936, such transactions will no 
doubt require funding and will be reflected in the current 
budget by an increase of the interest charge. 


The amount that is allowed for the civil departments in 
the above assumption would require a cutback to about the 
level of 1940, when the total approximated $800,000,000. 


Suppose, now, that the budget is allowed to rise to $20 
billion. This increase would not be caused, obviously, by 
any large change in the item of interest. It would be the re- 
sult of a) general slackness in spending controls all along 
the line, or b) the introduction of additional purposes 
of expenditure, or c) both of these influences together. The 
breakdown of such a budget might be as follows: 


A Hypothetical $20 Billion Federal Budget 


Purposes Amount in Billions 
Interest on the public debt ...................ce0ssese $ 6.5 
Defense establishment ................0...sc0ssrssserseseees 5.0 
PE UNITING iain cites cecescsiiscnvinscioantociere 2.0 
Welfare grants to states ..:........c.ccscccsscsoccsseseees 0.7 
Independent offices and agencies ............0.000+ 1.3 
Civil and miscellameouss ..........:...c.cospssssesccsensesee 1.5 
Ne I actin itis sista snetiencnsntalebtinion vd Mines 1.0 
aa Raa ics siscitssinneicint en detncaisssinnenisenns 1.0 
Educational grants to states ..........ssssssscssseeees 0.5 

ice aR : Seite AEE S $19.5 
Available for other purposes .............sceseeseeee 0.5 
| Nr Re a ED en eee $20.0 


The expansion process is illustrated here by more liberal 
provision for certain services than would have been made 
in a smaller total budget, and by the introduction of new 
purposes of expenditure. None of the latter can be regarded 
as necessary public services, in the same sense that interest, 
national defense and the preservation of law and order can 
be so designated. All of them are, of course, necessary in 
the eyes of the sections or groups to be benefited thereby. 


As a final step in this series of assumptions, let it be 
supposed that the total would be as high as $25 billion, a 
figure which has been used by some who have ventured an 
opinion on the subject of the postwar budget. In order to 
lift the foregoing hypothetical budget by another $5 billion 
it becomes necessary to scatter the money about in every di- 
rection. Each reader of this article may have his own notions 
about how to dispose of the extra $5 billion, and the fol- 
lowing arrangement represents simply one way of doing so. 


A Hypothetical $25 Billion Federal Budget 


Pur poses Amcunt in Billions 
Interest on the public debt ............ccsseseeeeeees $ 6.5 
The defense establishment ...............scscseseee 6.0 
IE BE TOI ini cissioscsicttn stein ecinsannriones 2.0 
WHRERDS BTOGRE HO TERIIG onc sneinssinn esse ss s.neseesees. 1.9 
Independent offices and agencies ................++- 3 
Civil and miscellaneous .............scccseeee ee din 1.5 
Public works (including super-highways) ........ 2.0 
A IE aa isnctithtintgdtestsnesinvsinney enosnis 1.0 
Educational grants to states «0.0... 05 
Broadened social security benefits ................ int 
Airports and other aids to transpott ................ 10 
Poseign Lend-Lease, C60. .........c:.0s.cssccsececssscossoess 1.0 

ME a sctiniieienssiuitaeainaaiinnisisssiadahieiaicdRbibitel $25.0 


The purpose of these hypothetical exhibits is to indicate 
that a range of choices exists, if the people are sufficiently 
alert and sufficiently informed about them to make the re- 
quired decisions. All of the services listed above have been 
mentioned, at one time or another, for inclusion in the 
federal budget. Many of them are purely optional, both as 
to inclusion as such and as to the amount that it would be 
proper to spend on them. The postwar tax planners who 
have suggested expenditure totals at or not far from $15 
billion have been neither impractical nor unrealistic. They 
have proposed one set of choices with respect to expendi- 
tures and tax burdens. If they have erred it has been in 
failing to emphasize, as they might have done, the con- 
sequences in terms of taxation of a federal budget in ex- 
cess of $20 billion. 


It may help in visualizing what various budget levels 
mean in terms of taxation to refer to the federal tax collec- 
tions of recent years. These yields are presented herewith, 
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Income Payments and Federal Tax Collections, 
Fiscal Years 1942-1944 


Millions 

Item 1942 1943 1944 
Income Payments to Individuals!.....$92,700 $116,600 $142,300 

Federal Tax Collections 

Income Tax 

Individuals ..ccccccccco mene 3,263 $ 6,630 $ 18,261 
| ee are 3,069 4,521 5,284 
Excess Profits Taxes? ccc: 1,675 5,148 9,483 
a ae 282 329 381 
Estate and Gift Taxes 0.0... 433 447 511 
Le i aa ane See 3,123 3,795 4,461 
Total Interna] Revenue? .....$11,845 $ 20,870 $ 38,381 
oS ROT REIS 5 389 324 431 
Total Tax Collections ....... $12,234 $ 21,194 $ 38,812 





1. Income payments for calendar years 1941, 1942 and 1943, respectively. 

2. Includes declared value excess profits tax and unjust enrichment tax, 
both of minor revenue importance. 

3. The employment taxes are excluded from these totals. 

together with the Department of Commerce estimates of 


the income payments from which the taxes were drawn. 


On the basis of recent experience, it would appear that 
with income payments at the 1943 level, or say $140 
billion in round figures, it would require only about two- 
thirds of the amount actually collected in the fiscal year 
i944 io support a $25 billion budget. If income payments 
after the war were to recede to about the 1942 level, say 
$120 billion in round figures, it would be possible to sup- 
port a budget of $20 billion by levying approximately the 
tax rates that were operative for the fiscal year 1943. On 
this national income basis, further tax reduction would de- 
pend upon keeping the budget below $20 billion. If the 
income payments were to decline to the 1941 level, the tax 
rates applicable for the fiscal year 1942 would not supply 
enough to cover even a $15 billion budget. Finally, it is 
evident that if the national income payments should be at 
or near the 1943 level, that is some $140 billion, it would 
be possible to finance a budget of $20 billion and at the 
same time have material tax reductions below the tax rates 
applicable in 1943 and 1944. 


There is, thus, an unknown factor in the choices which 
the people are entitled to make about spending and taxing, 
and which they will make, either directly or by default. This 
unknown is the volume of the national income. If it is to be 
high, there can be more liberal spending and at the same 
time lower tax rates. Even more important is the question 
whether the national income is to be a certain amount by 
virtue of the normal, healthful functioning of the economy 
or is to be inflated to some pre-determined level by the 
strong-arm methods of deficit finance. - 


As to this matter of the national income it is necessary 
to recall that it is a result of the volume of production and 
the price level. The best way of establishing and holding it 





at a high level is to have vigorous economic activity, large 
employment, good wages and substantial output of goods. 
Since taxation affects so profoundly the incentives and mo- 
tives of individuals in deciding whether or not to engage 
in economic effort, it would appear fundamental that tax 
rates be reduced and that such tax adjustments be made as 
will release rather than restrain economic activity. The 
budget makers face the following dilemma—a high national 
income will permit the collection of more taxes, but the 
levy of the taxes, especially at severe rates, will tend to de- 
press the national income by lessening the forces which 
have built it up. 


Indeed, there would appear to be a better opportunity of 
securing revenues sufficient to sustain, say, a budget with a 
total somewhere between $15 billion and $20 billion by 
reducing tax rates than by keeping them high. Tax rate re- 
ductions widen the area within which the incentives of en- 
terprise operate. Vigorous enterprise will expand the na- 
tional income and thus cause the revenue system to yield 
more abundantly even at the reduced rates. On the contrary, 
heavy tax rates tend to diminish the revenue by provoking 
retrenchment in the scope and vigor of enterprise. 


Material reductions of taxation call for a certain bold- 
ness of governmental action. The best way to get the cour- 
age to do this is by setting strict bounds to the public ex- 
penditure. Then the tax reductions can be made with 
confidence. 


It will follow, also, that as this course is pursued, there 
will be less and less cause for those classes of expenditure 
which swell the budget to inordinate totals. The illustrative 
budgets given above are conjectural, both as to the classes 
and the amounts of expenditure. But any one who under- 
takes to construct hypothetical federal budgets that run to 
totals above $15 billion will find it necessary, in order to 
arrive at his totals, to bring in various aids, grants, subsi- 
dies and the like. It is impossible to make a sensible case 
for the cost of the truly essential or necessary services of the 
federal government that will exceed $15 billion. And, as 
illustrated above, some atrocious padding becomes necessary 
to arrive at a $25 billion total. It stands to reason that if 
taxes are moderate and the people generally are prosperous, 
there will be less need, or no need at all, for the extras that 
produce such an inflated total. 


To come back to our starting point, it can be said that 
there is no fixed and unchangeable certainty that the post- 
war generation cannot have substantial tax reduction if it so 
desires. It can, despite the interest on the public debt and 
a far larger expense for defense and for veterans’ care than 
anything hitherto known. But it can have substantial tax re- 
duction only by making another choice, namely that of set- 
ting a level of federal expenditures low enough to be 
financed by moderate tax rates even with a recession of 
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income payments below the inflated wartime level. 
One other requirement is essential to a clear-headed choice. 
The people, and all of the people, must be in a position 
to weigh the burden of the taxes against the real or sup- 
posed benefits from the public spending at whatever level 
may be under consideration. There can be no sensible de- 
cision unless all of the people are so definitely and directly 
affected by the tax system as to be in a position to balance 
the spending against the taxes, the benefits against their cost. 


A source of confusion is the large crop of predictions 
and forecasts regarding the frightful things that will 
happen unless there is continuous full employment and a 
large national income. The bogey used to scare everybody 
into unquestioning acceptance of grandiose spending plans 
is the unemployment and distress of the early 1930's. 
Governors of states and mayors of cities have joined the 
procession with their state and local public works projects, 
to be financed in part from accumulated reserves and in 
part, according to their expressed hopes, by grants from 
the federal government. 


In the condition of hysteria which is so easily induced 
by any reference to the unlamented 1930's, too many 
people overlook the huge bulwark that now stands be- 
tween us and the distress of that period. As of October 
1944, this bulwark was a reserve for unemployment com- 
pensation of some $6.3 billion plus an annual tax incre- 
ment to this fund of about $1.5 billion; and a reserve of 
$6.4 billion for the provision of old-age and survivors’ 
benefits, plus a current annual increment of $1.4 billion 
to that fund. Because of these reserves there cannot pos- 
sibly be, in all respects, a repetition of the experiences 
of the 1930's. 


If we have any faith in the social security system, and 
certainly before steps are taken for expanding it, we should 
be willing to test it. We should be prepared to spend the 
reserves, if mecessary, to absorb the shock of readjusting 
employment and national income to the postwar levels, It 
would be far better to do this than to let ourselves get 
drawn now into vast spending commitments which will 
jeopardize all prospects for postwar tax reduction. 


The fiscal medicine men have told us that we can have 
a high national income at all times and under all circum- 
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stances, simply by letting the government create, through 
deficit financing, enough purchasing power to inflate the 
national income to the desired level. It is certainly possible 
to do this since the concept of national income is, by defini- 
tion, the value of goods and services produced at the current 
price level. Whether the incentives which cause the enter- 
prise system to function would operate effectively in a free 
market under this kind of stimulus is a matter regarding 
which no supporting evidence can be adduced. On the 
contrary, both logic and experience indicate that a steady 
undermining of the public credit through continued large 
deficits is a menace to enterprise. Thus we should have the 
paradox of a high national income, supported by deficits and 
of such a fragile character that the levy of taxes sufficient to 
end the deficits would cause a severe shrinkage of that 
income. 


It cannot be repeated too often, or too emphatically, that 
while a large national income is an indication (not a cause 
but an indication) of general prosperity, the sure and safe 
way to get it is by restricted federal spending and moderate 
taxation rather than by huge budgets supported by heavy 
taxes or by inflation-creating deficits. A national income 
created by the processes of thrift, investment, work and 
venturesome planning will be tough-fibered and resilient, 
capable of supporting all reasonable needs of government 
under moderate taxation. A national income inflated to dizzy 
heights by extravagant government spending will have all 
the substantial and enduring qualities of a cloudbank. 


Nevertheless, it is easy to get lost in a cloud or a fog. 
If the budget is permitted to expand to a level that would 
be supportable only if the national income were large, and 
if government were permitted to step in with measures for 
sustaining that income, the inevitable decline of private 
investment and private enterprise would lead to ever-enlarg- 
ing government action, until the private economy were swal- 
lowed up. A low federal budget ($13-$15 billion) will be 
the symbol and pledge of individual liberty. A massive 
federal budget is likely to be the signal for the loss of that 
liberty. 


HARLEY L. Lutz 
Professor of Public Finance 
Princeton University 
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